
Policy actions such as:

• enuy IIIisUnce to Mercury durinllhe duopoly period and suillequent

access deficit waivers: ..

• the concept of service providers used in cellular aeleptJony -.d their

sUbsequent extension to PeN;

• the price-c:ap on BT which ...... the ICCiIII deficit;

all illustrate the dynamic effects of replatory distortions.

We understand the nied to have policies. as discussed in Chapter 10. which CUI

overcome barriers to entry. COmpetition ...._ compedtors ........... versions

of contestabiliry theory aide. However open-ended policies which offer entry

assistance inevitably create addictive behaviour on the pan of the benIfic:iaries who

then resist being thrown onto the mercy of the market. 1ne solution is not

necessarily to abandon policies which seek to -gNenhouse- competition in its early

days. but rather to set clear and definite terms from the outset. so that business

planning can take place in a stable policy environment based on marlcet competition.

All of our comments on the various propoI8Is in the consultative cIocurnMt~ limed

at creating a regulatory framework which enables broad and sustainable CORlpetition.

based on market signals and competitive competence.
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U S WEST comments

The cu"ent framework and ~y forward

U S \VEST strongly suppons the i........ approach which OFTEl.. is taking in

considering the related isSues of priei•• inaercoliftClion aftd universal service

obligations tOlether: a policy deliped 10 IfIect one will ineYitattly implCt on the

others. For example it is not just the BT price cap which c:orllUains the ....opment

of new price structures. products and services. 11Ie inlet'CDrilleCdon ,..me. based on

BTs retail prices. is an equally bindin. constraint Braid,. the Iiftlc be..,.., BT

retail pricing and interconnection is a neea.ry S1ep 10 enable broad compedtion.

However while the issues need to be considered topther. careful defmition and

delineation of terms. is imponanL -Intercollnection- is the means of fultiUing the

public policy objective of "any to any" connection.. and should refer simply and solely

to the provision of call completion to operators who originate calls.

In a market with a number of competitors. each with roughly similar market share. it

would be in every operator's self interest to seek interconnection with the other

operators on fair and equal tenns. \\'hile there would need to be competition rules 

to prevent canels and other market-sharing agreements - there would be no need for

funher regulation. Self-interest would ensure an efficient and equitable interconnection

regime. Ho\\'ever if one operator has considerable market power. regulation of the

interconnection regime will be necessary if competition is to develop and "any to any"

calling to be assured.
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A dominant operator with 959& of die market can offer a more 1UrIcti¥e service to a

prospective customer· one which NIChes 9S9& of people with telephones • dian an

operator with a .59D II'III'Icet share. 11 ."""ore in die daminlnt opIfIIOr's 1eIf-intlerest

10 make interCOftileaion u difficult- IIId explillM _ paaa~Je. and in the public

interest to ensure that ntpl.tion prevenas this ... of • dominant pasitian.

Interconnection does not ..... 10 any other~ which My opemor • or l8rVic:e

provider or customer· mipt want 10 buy hom unicllioIIl5 opera_. such

as lona distance trunkina or bypIIs. 1'he to which ...... seniees ate

provided in a competitive market 1liiy vary and. UIIti1 bIoId campetiIion has evolved.

there rna}· ... to be some tempomy repJatioIl: but such .....tion should be very

different from the oversiplt of call tenninalion.

A clear understandinl of forward lootmc lone rUn illCl....-J CCICS - WC • provides

the basis for separatinl out the different cost-drivers d teJecommunicabons service.

I LRlC facilitates the objective and tnu...-nmt IIpIdIion of Access Deficit·

Contributions (ADCs) from the Universal Service ObJi,ltion roSO), and of the usa
from interconnection.

U S \\lEST has argued previously apinst the principle of "access deficit

contributions"; we believe that the use of LRJC based on a "bottom-up" approlCh to

identifying and qU&nlifying cost drivers wiJJ demonsuate that, in practice. this supposed

deficit is an anific:e of arbitrary fuHy-aUocated costing methods. We strongly suppan

the statement in paragiclph 2.6 that "the stDtus quo is not an option" in tenns of ADC

policy.
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We regret 1he decision to exclude the issues of the current priee-<:ap and JeOgraphic

a"'erapng from the scope of the review. In the lilht of our iespense to i.- raised

elsewhere in the COftSUl&luve documeru. we believe dun the policy diffICUlties

surrounding the priee-cap and ...raphic de-8ftI'8Iing can be simply and

suaightforwardly resolved.

In L~e cue of aVerlling:

• de-I~ alNldy exists by W. of clay. without causi.. any~t

difficulties in the marteL

• "geo,raphjc" lver.png in any n-.incful-- is larply I myth. While

line rentals are the same price KIWI the country. call charps aft only

averaged in nominal terms. 1b! price of a call unit is die same, but what

a unit can Ictually buy varies considerably in different parts of the

country.

For example. J poor household in Sundedand can reach far fewer people

than a rich household in London. for one unit's wonh of a local call.

because of the arbitrary boundaries of local calling zones.

• extreme JeOgraphic de-lvenJing would entail eX1ensive and costly

chanles in billing systems. and complicate national marketing campaigns.

making compiehensive de-averaging unlikely.

I
I
J

• if fuMher geographic de-averaging is justified by the cost of service

provision in some areas. pushing prices above some "affordabiliry

threshold". this should be treated as pan of the usa,
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In the case of the price-ap, ~'e believe that competitive pressure in many ..ments

of the marketplace is alrudy sufficient-to ensure that Iffic:ietIC)' pins and the benefits

of technological advances are passed on to the consumer. It is important to look at

competition "in the round- and not si'!'P)Y II "like for like" aJ....tiws. For example

there are over 31n miJIion mobile phone subscriDets in die UK and over an million

cable telephone Jines (with a quanerJy growth rate of ewer 100.000 lines in the third

quaner of 1994).

In an.)' event we believe that a tho Mel .,., ........." .t the on

the market of both pocraphic .v Mel the pri..-p weuld yield us

benefits. Clear underscanding of the extenC ~ which me. poJieieI dislort entry sipals

would assist operators in making entry decisions. !he ,...IeJ with the universal

service obligation is illustrative; this was widely held to be an enormous bunten but,

on closer examination, studies have shown that the actual costs lie relatively modest.'

If OFTEL adopts US WFST's proposal to FlJit pricing flexibility to British TeJecom.

the apparent cross subsidy to residential services that today comprises much of the

access deficil would disappear. To the extent this does nor occur, the current

dislonions and pressures on interconnection charges wiJJ continue. Because the

potential costs of the USC have been more clearly establishecl. refonn of how the USC

is funded presents a much reduced risk to new entrants. Lack of information can. in

itself, serve as a very effective bamer 10 enrry.

I See Report 64 Summary, MinisrerforTranspon and Communication. Australia:
Carol Weinhaus, Sandra Makeef. Peler Copelan er ai, "What is Me PriCt of
Universal Service? Impact of DeQllertlging NQlionwide Uf'lJMIRM",J Rilles".
The Telecommunicalions Industry Analysis Project. July 1993. concluGed that
92.;% of rural households in the Uniled StileS would be wiUinc and able to
afford the full cost of serving them. Claire Callender. "1JtJ"itrs to U"iwtl'Sal
Telephone Service: Initial Findings", Anatysys 1994. finds that 6% of British
households surveyed that have no telephone, and that 19% of that 6% perceived
no need for usage charg.es. while installation cOSts represented 27% of the 6%'$
resistance.
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OFTEL's Options

The consultative document. in cblpters 3to 7. pull forward and discusses four options

for regulatory refonn.

Option / • RI/ol'm 0/* uisIiItI ADC ,.,."..

u s WEST his previously arped ._ the COIICIpC ~ an -acc.s line deficit-. To

reiterate our position. we do not believe that any _1* separation can be made

between the proviSion of exchanp Ii.. IIId can.... It is rather like Sainsbury's

arguing that they make a terrible loss on the provision of supermarkets, while ifnoring

the profit they make from selling their goods. 1'be -access line deficit- is an

accounting deficit. not a cash deficit

If OFTEL is to replace regulatory fixes with policies truly desiped to enable economic

competition. then the whole notion of ADCs must be swept away.

Chapter 3 considers four possible reforms:

• changing the definition of ADCs:

• lowering the rates of return on access:

• spreading ADCs evenly across all calls; and

• raising the ceiling on v.·aivers.
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Each of these norraclusive "orms 'WOuld simply add anocher -,.wltory fIX" to the

policy mix. Some operators would win. othefs would lose while 1tIe l1IIIkeIu I whole

~-ould suffer IS yet men complex. UllC8ftliIl and impefmanent replation diIIons entry

signals. Such Inempts to delJ With market distortion through funher diJIortion do

Brut damale to' investor confidence IS they inc:rase uncenainty and enIf'I-ise the

arbitrariness of policy.

'The only ADe n!form that would lnaly benefit competition - IS opposed to some

individual competitors - would be lbolition.

Option 2 - lncnlMnllll Costs

U S WEST has Jong arped apinst the use of fuUy Illocated costs IS the basis of

setting interconnection charJes and have instead caned for the adoption. of a reJime

based on forward-looking long Nil iacremental costs (LRIC). We therefore Sh'Onlly

suppon OFTEL's conclusion. in paragraph ~.7. that 'lor the purpose ofdetermining

interconnection prices. the appropritJte measure is long "112 avtrage incnmenta/ cost".

LRlC is a fair basis for interconnection because. when constructed throuIh • wbottom

up" approach. it is I secure form of calculating costs and ensures that operators are

fuUy compensated for the costs they incur in interconnecting with ocher operators.

including a fair return on any capital employed. At the same time. because LRIC is

fON'ard looking. competitors are not paying for inefficiencies in In operator's netWOrk.

One of the major difficullies in using LR1C methodology has always been the

difficulty. in practice. of defining and then calculating the LRIC for a panicular action.

U S \VEST has demonstrated through the various leAS workshops that it can be done:

indeed V S \\"EST has contributed models which are helping enable the calculation of

actual costs.
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J

J

The WC methodololY sepanaes intercannect.ion from retail pric:ina structures. freeing

new entranu and competitors from the JhIcIdes of BTs. .mae definitions and pricing

struclIns. This much-needed reform is critical to _bUnl full-scale consumer choice.

Marlc·Upsto we

The purpose of LRIC is to ensure diali~ opII'MOIS fully re-imbune each

other for the COIU incurred - but only the CCJIIS incurNd - in their inwcoGiw:Uon.

Arbitrarily increasing these sums by ... 1MrIe-up. 10 ..... &he pp bet'tNen WC

and accounting measures of the toM/ cast of ""'1'5 netWOI'Ic in today's prices.

rather defeau the object of using we in the fU'lt place.

Interconnection is a vital pan of telec:ommvnicatioRl public policy because it pi lIerves

"any-to-any" calling and a seamless netWOrk. Opntors should be ,..compellsed for

costs incurTed in interconnection; but that is all. Int~on is a means of

sunnounting the externality that an oripnating operator. in order to complete their

customer's transaction. may need to tenninate their call on another operator's netWork.

Th~ pro)'ision of cali completion. tIS pGrt of the public policy 10GI of "Grry-tO-tlny"

calling, is mOTt properly sten tIS II ctJst which slao'dd « recoNred, 1fIwr tJum lIS

a source of re't1tnue. Operators should IftIIU IMi, "lIIIlrk-ups" on lIwir rem;/

s~",ices which, li'Hn our nGfTOW definition of ;"'rt:Oftlwcaon. will form 1M

overM'helming bulk of their income. This distinction be~tn interconlWction Grul

r~IQil slIIes is cnolicalo

Telephone operators do not sel-up in service to charse each other for interconnection:

their aim is to retail service 10 customers. It is these retail customers who shoulcl pay

for Ihe "overhead" costs of operating the company; billing systems. corporate

ad\'enising. board salaries and so fonh. If the company is a succ::essful competitor. it

""ill make profits in the market; if not, not. It is the job of each company to cover its

13



o"'n o\'erheads and - if it can - make a profit. It is not the job of other operators to

ensure thaI one particular company's overheads are met. through passing on

interconnection mark-ups to their customers.

There are different classes of retail ~omer - ~lds. small busineaes. large

users. service providers. or other operators: however an are choasing to buy a service

from an operator in an increasingly competitive marketplace which offers inc:rasing

choice.

In any case, there are considerable problems with the distoned market signals which

an)' panicular methodology for calculating mark-ups would nea!Ssarily send. "These

are discussed fully in the Appendix.

u S '\\'EST therefore belie,'es that a correctly c:aJculated LRIC, which indudes an

appropriate rate of return for capital employed, is the COlTect basis for

interconnection tariffs and no further mark-up should be added.

Opl;on J - lhe balanu of r~nta/ and call tariffs

The current constraint on BTs exchange line rental price (RPI+2% for domestic,

RPl+5% for wholesale) is, as OFTEL recognise. the source of much market distortion.

Indeed the whole access deficit debate would. at a stroke. be obviated if this constnint

was removed. On the other hand. OFTEL have rightly been concerned over the

impact the removal of this constraint would have on consumers unable to access an

alternative local loop telephony provider.

We agree with OFTEL's conclusion that removing the constraint on BT would "not

lead to a real rise in rcul terms in the telephone bill of most residential consumers",

because of the arguments set down by OFTEL in paragraph 5.6.



An'j small minorit)' of consumers who might be adversel)' affected by radical

re-balancing of BTs tariffs can, \",'here appropriate, be protected as pan. of the

Uni\'ersal Ser"\'jce Obligation,

U 5 \\"EST therefore strona1y supperts the p...posal that BT sheuJd be released

from the constraint on achanle line rwdal priees. This should be combined with

a LRJC interconnection r.irne., which incl...... an appropriate rate of retum (or

capital employed; we oppOse the rider in Option 3 that there should be some (orm

of mark-up' on ineremental Costs.

Option ~ • Minimum R"UIlzJory Int"wntion

U S \\'EST has previously argued to OFTEL in favour of I repl.tory re,irne ~hich

"dislinguishes berween those transactions wild can be ~lullJlcd by IftIJrUl fOrces.

:/ subject to general competition policy rules. tJNJ IJIDft where a MCUSD'Y Qnd eNJuring

element of monopoly creates a bOl/le-neck which requires specific Qction b)' the

regulator. .. 2 This rem:lins our view. We therefore welcome OFTEL's desire to

minimise regulation and let market forces govem to the maximum extent possible.

However we believe that regulatory exit is In impossible goal - the telecommunications

sector will always need some oversight.

We believe that enduring regulatory duties in a competitive market must include:

1. ensuring a seamless. interconnected network for end-users;

2. allocating scarce public resources, such as radio spectrum:

I

I
j

" t..: S \\'EST submission to OFTEL in response to Interconnection and
Accounrir:g Separation. July 1993.
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3. protecting the environment. for example throuJh regulaling the use of

code-po"'''ers;

4. enforcing consumer proaeetion and fair trading;

5. serving as a public interest resolver of conf1icL

And. in the short/medium tenn. the'NpJator must necessarily administer the trIIISition

from monopoly to a competitive marlceL

The weaknesses in the UK competition policy framework CNItI difticulties which

often prevent effective ntsuJatory action .and which hiFJilht 1he cIaRpn of a

premature "hands off" approach towards regulation. Ju lone IS BT Ntains a high'

degree of market dominance in the total industry. includina Jocal and lonl distance.

oversight to manage the transition to competition wiD be ..-:ted.

Option Four discusses three variants:

rarianr 1 is essentially the status quo. but with the addition of a general prohibition

on anti<.ompetitive practices. We do not believe that this would. in iuelf. constitute

a significant reform although it would complement Option 3.

Both variallls 2 & 3 would represents more, rather than less. market-distoning

regulation.

There must be enduring intervention in seuing interconnection tariffs. However as·

competition develops there need not be any regulation of prices to consumers. service

providers or other operators. other than through the application of general competition

policy anci fair trading legislation.
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US"'EST therefore believes that recu1ation should focus on the areas outlined

above and that none of the variants pro,.sed in Option ... are. in themselves.

relennt to the ke)" issue of removin, the link between retail pri~ and

interconnection costs.

Summllry of options

U S \\'EST believ. that a IMdUied "opdIn 3 - a LRJC ......... r.....~

indudin& an appropriate rate or return fer ..... employed, with lie ftIaI"k-up

and no specific constraint on BTs ..... 1Ine nnta1 prias • ~W:I. the best

basis for enabling sustainable compeddon.

Option 2. Alain "'ith no mark ups &0 LJUC, is a distant second best. while Option

I is irrelevant Option ... could uset'uUy complement Option 3 or Option 2.
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Timing

u S WEST belie,.. that the modified OptIon 3 described above can be

implemented immediately.

It is impossible to know. in advance. whether a move toWards we inlelconnection

tariffs will combine with the CUmml price cap to cause BT rate of return difficulties.

We do not believe that the unqUifttifiable poaibility of such an outcome should be

allowed to stall progress on chanps vital to the cration of a corrapetitive market.
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The Universal Service Obligation

Telecommunications public policy hu..,... ...' emphIsis on widellial acc.s

to buic telephone services. The Urrivetll1 Service ObIiplian nJSO> is~ by

OFTEL IS "the requiremcnt to p,.,,~itic cOlUllllWn with dbw:t &arS' to II switclleJI

tc/cphont nctwork, llnd the lIJIility to ... I11III fW:eillC "'icc t:IJIls, III II 1'MfO_blt

price. .. There are thus twO dirMnlions to the USC; service nailebility and price.

In the world of state-oWnld monopoly ....... companies.~ suillidy between

cluses of customers - such IS business 10 NIidenIiII - .. .. 10 IIdcINss

atfordability; further cross-subsidy IOUIht to dial with .me. availlba1ity. The

effectiveness of this approach in the UK isq~ble; public borrowi"l constraints.

coupled with the inevitable lacIc of innovation in c;listn"bution which accompanies

monopoly. did not lead to the provision of "universal serVice".

'j As OFTEL notes in paragraph 12.5. penetration has increased by 1290 since BT was

prh'atised and competition introduced in 1984. And prices have. on average. fallen by

35% in real terms since 1984.

There are a number of factors which explain this dramatic improvement in sector

performance. Competition. coupled with technological developments. has led to the

innovative use of the technology mix - fibre optics. coaxial cable. copper and rw:Iio

tails - to achieve overall economies that would not be possible in a single. centrally

planned network.

Operating within the limitations imposed by the interconnection regime and BTs retail

pricing structure, new entrants - notably the cable companies - hive sought to offer

differentiated pricing packages which enable some classes of people to afford telephony

tor the first time.
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l'evenheless. there may remain .... which are uneconomic to serve with existing

technology. no maner ho,,"' efficiently deployed: this may be primarily due to cost, for

example in remote' rural aras. or due to the poveny of potential subscribers, for

example in some pans of the inner cities. "The lr'IditionaJ method of dealina with

these social problems, under monopoly, was, of course. to =-....bsidise. But the

extent to which this approach lIClUIDy suc:c.ded in delivering a tluniYel'Jl1 .moe- is

dubious. However. in any event. m.s-subsidisation will not work in a competitive

environment as it will send distoned pricing and entry sipals.

Some form of direct subsidy is theiefcn nllded to rI*t die IOCial upec&s of telephone

public policy. Such subsidisation should be minimised throulh a number of routes.

For example the regulator could identify the needy areas and allocate them to service,

i. providers through a Dutch auction. The n!JUlatOT would atUIOUnce the level of subsidy

per subscriber, if there are no &alcers. then the amount would be raised by an

increment., until a provider steps forward. This mec:::Mnism ensures that the lowest

possible subsidy needed to provide service would be paid. Prices would perfonn their

proper role as a resource allocator and signal for entry decisions.

This approach could be used to addras the issues surrounding the gq...phic

de-averaging of prices. It would eliminate the problem of carrier of last resort. make

subsidies explicit and efficiently targeted. spread the burden equitably and be flexible.
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•
Anti-competitive behaviour

OfTEL has chosen to restrict the discussion over anLi-eompetitive behaviour to chan&es

to the scope of existing resu1alion which faDs within OFI'EL's current powers. Thus

consultation is over whether it would be desirable to include a Jeftlin1 provision in

BTs licence prohibiting anti<.ompetitive behaviour and "ot over whether primary

legislation is required.

The problem with this approach. u OFTEL identifaes in paragnph 9.5. is that the

Director General's "powers to mOllify JicMces IUlI1 10 II'Ul1ce 0'*1'$ are limited.

Remedies in dlJMQges or injunaions~ II01llW1iJtlb/e to him or to Ihil'tlpaniG before

an order is made."

Yet it is precisely the ability to bring about a swift and effective halt in anti

competitive practices. coupled with the ability to seek damages. which operators need

if they are 10 avoid potentially faw shan-run. losses of both incx>me and CUSlomers.

Paragraphs 9.21 and 9.22 recognise the importance of effective remedies; and that both

OITEL's and operators' ability to take such action is highly limited.

In our view, the major issue is not whether the rules governing BTs behaviour should

be made more specific or more general. but thaI there should be a more effective

means of enforcing the prohibitions on anti-<::ompetitive behaviour. We would

therefore call on OFTEL to reconsider irs position, to maintain the holistic approach

which characterises the r-...st of the Consultative Document. and to put forward

proposals which would provide telecommunications operators with effective protection

from the abuse of a dominant position.

21



Pricing flexibility for large customers and the role of seMce providers

We are considering toptherJhe .... of prieina to larp custOmers (chapCer 11) and

to service providers (chapter 13)· because we believe both are operators' retail

customers. Indeed PrOs. when pllld.-iftl retail serriees as oppI*d to

interconnection. are also retail customers. n.e different paups are aU simply

purchasers of telecommunications servi~ in the competitive marketplace.

Of course. to a PrO. they~nt an Mll'lClive clm of QIIMmer for twO NUOnS.

Firstly. as they are larJe users. there are economies of scale in serricml them.

Secondly. they'" wiJI all grow the total market for the company's Services - if the

company gets its retail pricing right.

Large users grow the market by purehasina more calls"when the lIftit price is reduced.

Service providers grow the maricet by stimulatinl calls which would otherwise not have

been made - whether to access the Internet or heir the result of the Derby. Even

service providers who are effectively providing simple resale are (by bundling together

users through offering some service characteristics not offered by the operator - lower

costs, more billing information etc) growing the overall market by acting as another

distribution channel.

The scope for Telail priu flexibility

Once the interconnection regime has been reformed to bring tariffs into line with

incremental COSts. every operator should hive the flexibility to alter their retail prices

subject only to competition policy constraints which prevent predatory pricing or the

abw;e of a dominant position. This is norma) behaviour in a competitive market and

is in the interesLS of consumers and operators alike.
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Para.raph 11.16 of the Consultative Document refers to "tiiscounlS requiring C4nful

vetting to ensure thaI they woullJ IIDI M"e some QIIli-cOM/Htitiw effect". a time

consuming piece of "micro-market" NpIlalion which is not the solution to anti

competitive practices. The only way 1O,IChieve ...wI pricing flexibility. while avoiding

unfair competitive practices. is throu.h,enacting robust competition policy lepslation.

lncremenlal costs should then IeI'¥e as.!he floor for re&ail pricing. Of course the

incremental costs tor retail service are diffenmt to thole tor imerconnection. One of

the aims of the WC prDCIIS is 10 SIrip away aUocll.d COlIS which do not relate 10 the

provision of interconnection. However such casts must apply to retail IS they are

incurred to attract, service or add-value to CUSIOmerS.

Thus. the LR1C for interconnection on,ly includes those COlIS. including a rate of

"/ return on capital employed. necessarily incvmld to provide intereonnection. while the

LRIC for retail includes all of ~ other aspects of the company's activities. from

::/ billing through to corporate donations.

Sen'ice providers

I
I
J

Question A in Chapter 13 asks Why the USA enjoys a wider range of

telecommunications services and service providers than the UK. The answer. we

believe. is that the structure of telecommunications service - local loop service

providers charging for l0C3l calls on a non-usage sensitive basis - has given an

enonnous boost to the provision of value added services. These services do not need

to generate enough additional value to cover the cost of the call. Because of the

different structure of the telecommunications seclor in the UK. with local loop

competitio" already in place. it is impossible to replicate these conditions exactly

through regulation. Indeed. as competition develops in the US. the relationship

be:ween "1011" and "toll-free" services is also likely to change.
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The intentSting question for the UK is why the prospect of pnerating tremendous

volumes of additional traffic throup value-added services has not stimulated a plethora

of innovative incremental cost·... wiff oilers flam telephone companies eapt" to

stimulate growth and raise exua N\l'eftUe$. In the CIIe of the new entlUts, it is easy

enough to identify the answer; BT maiJ price-bued intereonneetion tariffs and the BT

price cap serve to stifle innovation.

In me case of BT itself, the answer is ... clear. We believe that it would clearly be

in BT's commercial inaeNltS 10 ..ac 10 JIO" the IIIItket by 8IICIOUfIIIinI u many

distribution channels for its service IS ,oaibIe, with prices tailend to each channel.

Indeed new ent....nts are attemptinc to do this within the COftSb"Iints of the

interconnection regime and price caps: Men:ury qne-2..()ne's flee off-peak caUs being.

perhaps the most well-known example.

As we believe that BT is not acting in its own best intele:sts, it is difficult to detennine

what regulatory action. if any, should be undertaken 10 "force it to be free- from the

monopoly mindset which still seems to dominate. New entrants need to SINgle to

acquire each and every customer. BT. with its massive installed base. market

dominance and high brand recognition, need merely wait for the customer to call.

Unfonunately, this strategy sub-optimises the distribution of "plain old lelephone

service", not least because it restricts polentia] service providers and users' choice of

innovative new services.

It is clearly imponant to avoid crating regulatory distortions through forcing the

company to provide service packages to large users or value added service providers

which are not economically efficient. And. of course. competition will in due course

sol ....e the problem,



I.

The uample of cellular service provision

The spectacular success of the ceJ1ular service providers in achieving hip"."n1'lllioll

should not be confused with the cnaation of COIIIpfIIitiDn. 'nte relationship~.n the

cellwar duopolists and their service provic*s is I'IMft like lhat of a franchiser and

franchisee lhan berween independent retailers and the suppliers of loads or services.

While the service providers compete lIIf'IIIively over the initial "siln-on" prices for

mobile phones - and the innovation they have sIIown ... is latply .-ponsible for the

way that mobile-phones have swiftly rolled clown the~ cune .- there is vinually

no competition over tariffs. Because they simply ra:eive a discount on the retail

price. each set\'ice provider ctwps the _ ... for each tariff packale. Nor has

there been much competition over service levels - althouJh this is chanJinglS some

service provide~ are beginning to offer a broader service. catering for all their

custome~ telecommunications needs.

Other comments relating to service providers

Question (c) seeks views on the licensing of service providers. We believe that the

current regime is 100 complicated. and that there should be two classes of licensee;

PTOs (who provide physical access 10 the network) and Telecommunications Service

Licences (TSLl.

Questi~ (d). (e) and (f) address complicated technical issues relaling to intelligent

nerv.'-orks. U S WEST has panicipaled in discussions with the FCC in the US

concerning their regulation. and we would like to be part of a similar process in the

UK \l.'e believe that this consultation should be conducted separately from the other

issues raised in the Consultative Document.
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Question (g) relateS to aCXll$s to numbering. We believe that numbers should be

allocated equitably to organisations according to the purpose to which they will be put,

rather than the nature of the company requestinl the number. Thus aU PTO's, when

requestinl numbers in their capacity IS a PrO, should be trelled equally. However

if a PrO wishes to provide a service. - such as a calling card - that complny should

not be treated any differently to any other company, whether a lal'le user, a .mce

pro\'ider or another licensed operator, which wants to offer a similar service.
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Alternatives to pence per minute charging 10r interconnection services

We believe that it is likely that the "bonom-up· calculation of we will establish that

most, if not all. cost drivers in intel"COnfleC1ion 1ft not per-minute of usqe buec1. 'The

public policy imperative is that these casts. wJullewtr their stl1lCtlln. ~ used as the

intera>nneetion tariff. "They should not disadvanule any economically efficient

competitor.

If an operator wishes to purchase a sai'vice on ..... '-is - such as pence per

minute - which does not reflect the we of intercorHtldion chen that is a commercial

matter for necoliation by that operator. 1be only intelQ)ftnection tariff which should

be made available is that which accurately reflects the cost drivers of the service.

Where there is sufficient competition. and an equitable interCOnnection reaime, BTs

retail pricing structure. subject to competition and fair trading constraints, should be

a maner for BT.
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Conclusion

u S WEST welcomes the opportunity to comment on what we believe is the most

significant regulatory revie.... paperpUblished by OFrEI... To JI&IIIInIriJe our CDI'U'MfttS.

we believe that OFTEL should distinpish between two Iyp8S of 1eJ«x)mm.ncations

service; interconnection and retail.

"Interconnection" should be tilht'Y clefined • dae .. rice CDII'IpOI.-s -.tial to

caU completion. The tariff for ........... 1IIauId be ellcu.lud ........ '1Ioaom

up" approach which identir. die COIl drivers .cI their lone run 0.__ COSl

(LRlC), includ~ng the appropriate CDDIribution to the COlt of CIpital. There should be

no arbitrary mark-up to this LRle. IS any atlempllO add cammon oro~ casts

will distort the market. serve IS a a.rier to effetiw: competition InCI opeme apinst

./ the public good of "any to any" calling.

"j "Retail" covers all the other services which operators provide in the rnartcetplace..

Operators should recover all of their overhead costs from these retail services.

Competition will force operators to allocate these costs to services in the most efficient

manner.

In general. operators should hive the freedom to tailor their prices 10 the market.

subject to competition and fair trading rules. However there mly be a short-term need.

as competition develops. for regulatory action to prevent dominant operators exploiting

their market power in parts of the market which are nominally competitive but which

are. in practice. dominated by one or two operators.

!

I
r

28



I
]

Appendix

Detailed comment on the proposed mark-ups to LRIC

The ElJfcient Co"'ponelll Pricinl 1tIll4. fECPR)

The ECPR depends on a number of aaumptions Bout the market-place which. in the

case of telecommunications. are clearly. not valid:

• perfectly substitutable. homoIetl8OUS pn.1dudS;

• competition only throuIh price;

• a single teehnology used by aU service providers:

• efficiently casted opet'2tions by the incumbent;

• incumbent prices equal to social ml1"Jinal costs. based on the best

available technology.

If these assumptions were to hold. then there would be no basis for competitive entry

since society's resources would be already used to maximum efficiency and social

welfare could not be improved by competition.

We agree with the criticisms of ECPR made by OFTEL in paragraphs 4.23-4.25. It is

effectively a too) to protect incumbent monopollstS.
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When una~le, because of natural monopoly. to Idope the best pricing rule of mupna1

costs, the "second best" approach is 10" to .. that set of prices which win cause

the lust economic distortion, meuuNd in 1em'IS of how those prices· will chanp the

pattern of consumption.

The solution to this "second best" appft*:h JRPl*d by RamRy is known as the

"inverse eluticity rUle", This appt"OCh ...._ CIIIIOmerS into JrbupI~ to

their elasticity of demand. that is 10 .y from 1hoIe who are mast price..live - any

increase in price will stop them usinI the ptaduct all toaett- • whale deJMnd is

perfectly elastic. through to those who are the mall price insensitive· a price increase

will have no impact on the amount that they consume - whose demand is perfectly

inelastic. The more inelastic the de1nand. the higher the price cba'1ed.

'This approach ensures that tOLaI consumption remains as close as possible to the level

that it would have had the price equalled maJ'linal cost for aU customers. with this

being sufficient for the firm to brealc-even.

HO\l,°ever there are TWO policy problems to this approach:

• by selling the highest prices for &he mast inelastic customers. the heaviest

burden is being placed on those who depend upon the product most.

This may have undesirable social policy consequences:
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